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Interest Rates in the Current Cycle
INTEREST RATES in U. S. financial mar-
kets have risen much less since the February
1961 trough in economic activity than they
did in the recovery and expansion phases of
the two previous economic cycles.
Declines in rates from the May 1960
business downturn to the trough were also
smaller than in earlier recessions, as the
charts on the next two pages show.
Both short- and long-term rates had been
falling for several months before the recent
recession began, however. And rates on
longer-term Government securities con-
tinued to decline for several months after
economic activity began to recover. These
developments were in contrast to earlier ex-
perience, when turning points in economic
activity and in interest rates were more
nearly coincident.
With much of the drop in rates coming
before the downturn in business activity,
total declines in rates in 1960-61 were
more nearly comparable to those of earlier
cycles than were the declines during the
recession itself.
During the 1950's interest rates fluctuated
cyclically around a rising trend. In each suc-
cessive cycle they reached new highs. Simi-
larly each cyclical low was above the pre-
ceding one.
Since early 1961, however, rate move-
ments have not followed this rising trend.
Because net advances in the past year and
a half have been moderate, rates in mid-
September were below levels reached a
year and a half after the previous trough.
While short-term rates have risen some-
what this year, long-term rates have shown
net declines and in some instances are below
levels at the recession trough.
GENERAL INFLUENCES
The rising trend in interest rates during the
195O's was one facet of the vigorous expan-
sion in economic demands and the accom-
panying inflationary pressures that occurred
in most leading industrial countries after
World War II. In the United States heavy
spending by businesses, consumers, and State
and local governments—much of it debt-
financed—led during most of the decade to
upward pressures on interest rates as well as
on commodity prices and equity values.
Twice during the 1950's—in 1953-54
and again in 1957-58—recessions inter-
rupted the upward course of activity. In
those periods the Federal Reserve directed
its policy toward encouraging bank credit
and monetary expansion in an effort to
stimulate economic recovery and renewed
growth. In most other years, however, the
System acted to limit the expansion of bank
credit and money in order to counter infla-
tionary tendencies.
In 1959, a year of economic expansion,
private borrowing reached record levels.
At the same time the Federal Government
incurred its highest peacetime deficit. These
heavy demands for funds, resulting pres-
sures on bank reserves, and widespread ex-
pectations that the 1960's would be marked
not only by rapid economic growth but also
by higher commodity prices all helped to
push interest rates to the highest levels
since the early 1930's.
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In the second half of 1959 there was a
lull in economic activity associated with a
long-drawn-out strike in the steel industry.
But most interest rates continued to rise
through December as investors prepared for
expected boom conditions after the strike
settlement and as security markets reacted
to heavy Treasury borrowing.
The boom expected after the steel strike
did not develop, and business activity moved
sideways during the early months of 1960.
In mid-spring activity gave signs of turn-
ing down, private credit demands abated
somewhat, and credit conditions generally
eased.
During this period, the fiscal position of
the Federal Government was undergoing
sharp change. In 1959 the Treasury had bor-
rowed $8.6 billion, net, but in the first half
of 1960 higher tax receipts from the previ-
ous year's expansion enabled it to repay $5.8
billion of Federal debt.
With the reversal of the major influences
that had led to their run-up during 1959,
market interest rates crested around the
turn of the year and then declined.
Rates continued downward during the re-
cession but market expectations that eco-
nomic expansion would soon resume mod-
erated the declines. The recession in fact
turned out to be mild and brief. Activity
was rising again by early spring 1961 and
continued briskly upward through the sum-
mer. Then the pace of the advance slowed,
and a year later there is still a significant
margin of unutilized manpower and plant.
With the slower rate of economic expan-
sion, projections of growth rates were re-
vised downward, fears of imminent infla-
tion were largely dispelled, and private de-
mands for funds—though substantial—fell
below earlier expectations.
Meanwhile, the flow of private savings to
banks and nonbank financial intermediaries
continued large. Corporate savings were high
as earnings improved and depreciation al-
lowances increased. Growth in time depos-
its at commercial banks, after accelerating
INTEREST RATES have fluctuated moderately since the 1961 recession at levels below earlier highs,
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during the recession and early recovery, rose
at an even faster rate in early 1962 when
banks raised their rates on such deposits.
These factors served to moderate upward
pressures on interest rates in financial mar-
kets during the recovery-expansion period.
Because of the continued availability of
manpower and other resources for economic
expansion, the Federal Reserve has main-
tained a policy of monetary ease much
longer after the recession than in earlier
cycles. This has been a further factor in
limiting the rise in interest rates.
Total bank reserves have risen more than
in the two earlier upswings, and in Septem-
ber 1962 free reserves still totaled several
hundred million dollars. After comparable
periods in previous expansions, banks had
large net borrowed reserves, as the chart on
the following page shows.
Monetary and debt management policies
in the recent period have had to take in-
creased account of international interest-rate
relationships because of a continuing, large
deficit in the U. S. balance of international
payments. This deficit has resulted in part
from net outflows of both short- and long-
term capital and credit. There has been a
particular risk that declines in short-term
rates to levels as low as those reached in
earlier cycles would add to the deficit, both
by encouraging outflows of those liquid
funds that are sensitive to international rate
differentials and by weakening foreign con-
fidence in the dollar.
Several Federal Reserve actions have been
taken to help deal with these concurrent
problems of international payments deficit
and the slack in domestic economic activity.
The revision of Regulation Q permitting
member banks to pay higher interest rates
on time and savings deposits effective Janu-
ary 1, 1962, and the February 1961 exten-
sion of Federal Reserve open market opera-
tions to include longer-term securities both
helped to facilitate flows of funds to domes-
tic capital markets. Along with the mainte-
nance of the discount rate at 3 per cent since
AFTER A DECADE of wide cyclical movement and rising trend
Per cent per annum Per cent per onnun
weight lines indicate periods of adjustment to changes in con-
tractual rates when no data were available. Latest data shown,
Aug., except for bank loans, first half of June.
Shaded areas indicate recession periods.
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the summer of 1960, these actions also
served to limit declines in short-term rates.
Higher rates paid by banks on time and
savings deposits this year have made such
deposits more competitive with short-term
securities as investment outlets, and have
stimulated bank interest in longer-term secu-
rities for their own portfolios. Federal Re-
serve purchases of longer-term securities in





NOTE.—Member bank free reserves are excess reserves less
borrowings from the Federal Reserve. Monthly averages of
daily figures. "P" indicates upper turning point in economic
cycle.
the open market, particularly in the second
quarter of 1961, supplied additional bank re-
serves around the recession low without
adding directly to downward pressures on
short-term rates.
These purchases also moderated upward
pressures on longer-term yields, thus facili-
tating the record volume of corporate bond
notations that occurred then. Transactions
for Treasury investment accounts at about
the same time, involving substantial pur-
chases of longer-term securities and sales of
short-term issues, had similar effects.
Treasury debt management operations
have also been adapted in light of the bal-
ance of payments problem. The supply of
Federal securities due within 1 year in-
creased by nearly $18 billion from the end
of January 1961 to the end of August 1962.
This increase has played a major role in lim-
iting declines in short-term rates. Over the
same period, however, Treasury debt exten-
sion—accomplished largely through advance
refunding of outstanding intermediate- and
long-term securities—has served to lengthen
the average maturity of the total market-
able debt.
SHORT-TERM RATES
Rates in short-term markets have fluctuated
less sharply in the 1960-62 period than in
1957-59, as the chart on page 1105 shows.
When compared with the more moderate
rate movements in the 1953-55 period,
however, recent short-term rate experience
looks less unusual.
Short rates in the recent period have dif-
fered from those in both previous cycles in
three major respects. Instead of coinciding
with or following the crest in business ac-
tivity, they turned down 5 months before
the economic turning point and declined
more than a percentage point in those 5
months. At their lows they remained well
above the extreme lows reached in earlier
cycles. And they have advanced less in the
expansion.
Early decline. The initial downturn of
short-term rates in early 1960 resulted
largely from changed market expectations
regarding future demand and supply forces.
When it became apparent after the steel
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strike that private demands for credit would
fall far short of what had been anticipated
and that the Treasury would soon be shift-
ing to a much larger than expected surplus,
the sharp rate advances of late 1959 were
reversed. Subsequently, as business activity
slowed and monetary policy eased, short-
term rates declined further.
In the first 7 months of 1960, Treasury
bill rates dropped more than they had in
the 1953-54 downswing and four-fifths as
much as in 1957-58.
Leveling-off of decline. Beginning in early
August 1960, 6 months ahead of the reces-
sion trough, bill rates stabilized and for the
next 14 months fluctuated in an unusually
narrow range, at around 2.35 per cent.
Other short-term rates, having declined less
sharply, continued to move gradually lower
until the summer of 1961.
Flattening of Treasury bill rates in the
latter part of 1960 was partly attributable to
the large outflows of short-term capital and
gold that occurred in that period. To some
extent the capital outflows siphoned off funds
that might otherwise have gone into short-
term Treasury securities. They also led mar-
ket participants to assume that the Federal
Reserve, in an attempt to reduce such out-
flows, would not lower discount rates or use
open market operations to achieve as marked
a degree of monetary ease as earlier patterns
of System countercyclical policy might have
suggested. Market opinions along these lines
were reinforced by the widespread belief
that the recession would be mild and short.
A seasonal swing in the Treasury's fiscal
position—from substantial surplus in the
first half of the year to a moderate deficit in
the last half—also served to maintain rates
SHORT-TERM RATES remained above extreme lows of earlier recessions
aid have risea less ia the torrent expansion
Per cent per onnu Per cent per annun
NOTE.—Rates are monthly averages of daily figures; for 6-month maturities. "P" indicates upper turning point in eco-
Treasury bills, market yields; for sales finance paper, 3- to nomic cycle. Terminal dates are first and last months plotted.
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on bills in late 1960. The Treasury had
made net debt repayments of nearly $6
billion in the first half and reduced by more
than $9 billion the volume of marketable
Federal debt due within 1 year. But it was
a net borrower again in the second half,
when debt due within 1 year showed a net
increase of nearly $5 billion.
Domestic economic activity continued to
decline through January and February 1961,
CHANGE IN PUBLIC HOLDINGS OF MARKET-
ABLE FEDERAL DEBT DUE WITHIN 1 YEAR
[In billions of dollars]
First half of—
Reason for change



































1 Figures exclude official account holdings (that is, those of Federal
Reserve and Federal agencies and trust funds). 2 Minus sign indicates purchases from public.
and capital outflows and gold losses re-
mained large. It was at this time that the
Federal Reserve extended the maturity range
of its open market purchases to include
longer-term securities, and the Treasury be-
gan to emphasize short-term securities in its
cash borrowing and refinancing operations.
These actions, together with sales from
Treasury investment accounts, increased the
market supply of short-term Federal debt.
Although the Treasury carried out an ad-
vance refunding in March, issuing $6 bil-
lion of intermediate-term obligations in
exchange for shorter-term securities, this op-
eration was designed to achieve a moderate
increase in the average maturity of the debt
with minimum impact on market rates.
The accompanying table shows that
Treasury debt management accounted for
more of the increase in public short-term
debt holdings in the first half of 1961 than
Federal Reserve and Treasury investment
account operations. Gross sales by the Fed-
eral Reserve, however, were much larger
than net sales, and they were often made in
periods when short-term rates were under
downward pressure.
A further development that added to the
volume of liquid assets was the decision of
large New York City banks, in early 1961,
to offer marketable time certificates of de-
posit. This action provided a new higher-
yielding investment outlet to investors with
short-term funds.
The increased supplies of short-term secu-
rities from these sources were absorbed by
strong demands from both nonbank invest-
ors and banks. Nonbank investors bought
short-term securities in volume, partly with
funds raised by record second-quarter cor-
porate borrowing in the capital markets.
And commercial banks, with their reserve
positions remaining easy, also added to their
short-term Government security portfolios.
The persistence of short-term rates at rel-
atively high levels encouraged banks to con-
centrate their investments in short-term se-
curities. At the same time the general market
expectation that demands for bank loans
would expand with economic recovery, and
that monetary ease might be succeeded by
restraint as in earlier economic upswings,
made banks reluctant to extend their in-
vestments to longer-term securities.
Had it not been for the large growth in
short-term Federal debt during the first half
of 1961, strong investor demands might well
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have depressed rates on these issues to lower
levels, as in 1954 and 1958, when short-
term Federal debt available to the public
was declining.
Changes since mid-1961. After showing
little change during the summer and early
autumn of 1961, short-term rates rose
around the year-end, with the Treasury bill
rate moving up to about 2.70 per cent.
This year-end advance in the rate was
partly a reflection of a larger than seasonal
rise in credit demands and market reactions
to a large gold outflow. With the domestic
economic picture showing further improve-
ment and with the balance of payments
position remaining unfavorable, monetary
policy was adjusted to aim for a somewhat
smaller rate of bank reserve expansion than
had prevailed in earlier months.
During the first half of 1962 short-term
rates fluctuated narrowly at levels slightly
above those reached at the end of 1961.
While commercial bank holdings of short-
term Government securities rose very little
in this period, total short-term Federal debt
rose another $2.5 billion, following an in-
crease of nearly $5 billion in the preceding
6 months.
In addition to these developments affect-
ing the market supply of Treasury securi-
ties, higher rates on commercial bank time
certificates of deposit attracted nonbank
funds. And the banks that received such
funds generally sought to place them in in-
vestments paying higher returns than short-
term securities.
All of these influences helped to offset
continued strong demand for short-term in-
vestments—from nonfinancial corporations,
foreign accounts, and State and local gov-
ernment agencies—which might otherwise
have depressed short-term rates in the first
half of the year.
In late June and early July most market
rates rose briefly, the bill rate to nearly 3
per cent. The increase was partly the mar-
ket's reaction to measures announced by
Canada in late June to protect the Canadian
dollar. Some investors speculated that simi-
lar actions involving higher interest rates
might be taken to deal with the U. S. balance
of payments problem.
Also, there was widespread discussion of
proposals for immediate reductions in taxes
to stimulate domestic economic expansion.
Such reductions would have added to the
budget deficit and thus to Treasury borrow-
ing requirements. Proposals for tax reduc-
tions were often accompanied by discussion
of an offsetting shift in monetary policy.
In August the President deferred his re-
quest for a tax cut until early 1963, and
balance of payments figures becoming avail-
able for the second quarter of 1962 showed
some improvement. With these develop-
ments, and with nonbank demand for short-
term securities remaining strong, Treasury
bill rates turned down again.
LONG-TERM RATES
Net advances in long-term rates during the
expansion have been small, due in the main,
to the same factors that limited increases in
short term rates. These factors included the
moderate pace of the recovery after its
initial phase, heavy flows of private saving,
and continued monetary ease. Additional
influences were the abatement of earlier ex-
pectations of inflation and the consequent
shift in investor preferences from equities to
fixed-income securities, and the increased
demand from banks for longer-term invest-
ments.
Developments in 1960-61. Rates on Treas-
ury and corporate bonds began to decline
with short-term rates in early January 1960,
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before the May peak in business activity.
They turned up in the third quarter, but
only briefly, and did not advance again until
the second quarter of 1961.
A continuing, though moderate, decline
LONG-TERM RATES decide oi bileicc ii 1962
NOTE.—Monthly averages of yields on U. S. Treasury bonds,
due or callable after 10 years; after 12 years for Feb.-Mar.
1953. "P" indicates upper turning point in economic cycle.
in yields on Treasury bonds for several
months after the February 1961 trough con-
trasted both with the relative stability of
Treasury bill rates in the same period and
with developments in earlier recessions,
when Treasury bond yields as well as other
long-term rates began to move up about the
same time as business in general.
Demands for long-term funds turned
down in the first quarter of 1961. New cor-
porate offerings were held down by expecta-
tions of still lower rates and by the moderate
size of immediate cash needs.
In April corporate bond yields began to
advance, and a flood of new flotations in
the second quarter drove corporate offerings
to record levels. Treasury bond yields, how-
ever, continued to move downward into
May.
Early 1961 was the period when official
purchases of longer-term Government se-
curities were begun, both for the Federal
Reserve open market account and Treasury
investment accounts. In the 6 months end-
ing with July, $2.7 billion of securities due
in more than 1 year were acquired for these
accounts, including $1.4 billion of bonds
due in more than 5 years. Official purchases
—which in these 6 months amounted to
more than a third of total dealer sales of
such bonds—first added somewhat to down-
ward pressures on long-term rates and then
cushioned advances in long-term rates in
the early recovery period. After July, pur-
chases for official accounts declined.
The upturn of long-term rates in the
second quarter of 1961 occurred as the
early vigor of the recovery became evident.
For a time the rate advance was rapid
despite continued official account purchases
of Treasury bonds. In late summer inter-
national tensions over Berlin gave an addi-
tional fillip to long-term yields, particularly
on Governments.
After mid-1961 the volume of new cor-
porate issues declined substantially from the
record rate of the second quarter, but heavy
flotations of State and local government is-
sues and a steadily rising volume of mort-
gage financing maintained aggregate private
demand for long-term funds during the rest
of the year.
Most long-term rates declined when the
pace of the economic expansion slackened
in September. After early November they
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rose moderately. At the year-end rates on
long-term Government bonds were some-
what above, and those on most other bonds
slightly below, their summer highs.
Developments during 1962. From late
February to mid-May 1962, although short-
term rates remained relatively stable, long-
term rates declined. These declines erased
much of the earlier advances in Treasury
and corporate bond yields and brought
yields on State and local government bonds
to a 4-year low in May.
In part the declines were due to the
market reappraisal of prospects for com-
modity prices, economic growth, and inter-
est rates. In part they reflected a steady
expansion of funds flowing into capital mar-
kets through banks and other financial in-
termediaries.
Of special importance in the latter con-
nection was the advance in interest rates on
commercial bank time and savings deposits
allowed under revised regulations. The in-
creased rates paid on these deposits, together
with their accelerated growth, gave banks a
strong incentive to acquire securities yielding
higher after-tax returns, such as State and
local government issues, mortgages, and in-
termediate-term Treasury issues.
Banks acquired nearly $3 billion of
municipal issues in the first 6 months of
1962, and market rates on such securities
declined substantially more than those on
other types of seasoned long-term bonds.
Increases in bank holdings of mortgages,
while less dramatic than the rise for munic-
ipals, added to an already heavy volume
of mortgage lending by other intermediaries
and contributed to the further easing of
terms on mortgage contracts. Rates on
FHA-insured mortgages, which had trended
downward throughout the recession and
most of the expansion phase of the cycle,
were lower in July 1962 than at any time
since April 1959.
With economic activity continuing to ad-
vance in the second quarter of 1962, inves-
tors began to question whether the contra-
cyclical decline in long-term rates would
continue, and rates leveled off. During the
May-June decline in stock prices bond yields
were fairly stable. They rose briefly in late
June and early July in response to uncer-
tainties stemming from international balance
of payments developments and the discus-
sion of possible changes in Government eco-
nomic policies that were also affecting short-
term rates. In August long-term rates turned
down again and have since fluctuated nar-
rowly around levels well below their early
1962 highs.
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